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peg on the day of the breach, neither judge, jury, nor expert determines the discount rate. Rather, the natural ebb and flow of financial markets will do the job. The resulting benefits of increased certainty and lower decision costs should justify abandoning the misguided search for the "right" rate.
Section I illustrates the mechanics of discounting in lostprofit disputes. It also highlights the importance of choosing the proper discount rate and examines how fact finders have failed to perform this vital task. Section II analyzes five approaches that expert practitioners may employ to calculate appropriate discount rates and explains how each of these approaches fails as a proper default rule for choosing discount rates in commercial-contract disputes. Finally, Section III proposes that courts break from the discretionary discount regime and select a rate based on a fixed market peg, preferably the medium-grade-corporate-bond rate. To support this argument, Section III employs a common sense, costbenefit analysis comparing the proposed fixed-rate rule to the discretionary regime now in place. The Comment concludes that the use of a fixed rate would eliminate many of the private and social costs of the current discretionary approach without causing unreasonable disruptions, thus increasing certainty and clarity to the benefit of commerce.
I. COURTS AND DIScouNT RATES
Courts recognize that they must discount awards of lost future profits in contract disputes to avoid overcompensating the injured plaintiff. No standards, however, guide courts through the essential mechanics of discounting, especially the choice of the appropriate discount rate. Accordingly, such decisions are products of judicial discretion, and parties are often subject to unpredictable results based on uncertain rationales.
A. Compensation and Contract Law: The Discount Solution

1.
The time value of money and the compensation principle.
Injured commercial parties often receive lump-sum damage awards to compensate them for lost future profits.' Courts inselected financial instruments for which rates of return or prices vary over time. Accordingly, "fixing" the discount rate does not mean fixing it to a particular interest rate. Rather, this Comment proposes to fix, or peg, the discount rate to an index that changes over time, tracking investment opportunities available in current financial markets.
1 Lost profits are generally accepted as a form of consequential damages for breach
[63:1099
Quick Fix for the Legal Lottery tend for this lump-sum award to replace money that the injured party would have earned over the remaining term of the broken contract. For example, a company that was supposed to earn $100,000 a year in profits on a ten-year contract that fell apart on day one would argue for a cash award of $1 million to compensate it for the profits that it would have made but for the breach.
If the injured company received this award undiscounted, however, it could immediately invest the cash and earn even more money than it would have earned under the contract. Money has time value: $1 million, invested at an annual interest rate of 10 percent, earns $100,000 of interest per year. 3 The injured plaintiff could invest the undiscounted damage award, recoup its lost profits over the ten-year period, and still have $1 million remaining in the bank after the original term of the contract expires.
A court adjudicating this case would be caught in a dilemma. Awarding the injured company the full million dollars now would certainly overcompensate the company because it could convert the cash into a greater stream of income than it expected under the contract.' 4 This would violate the principal goal of contract of contract. See UCC § 2-708(2) (West 1989) ("[Tihe measure of damages is the profit... which the seller would have made from full performance .... "). 3 The expected growth of a principal amount due to interest compounding can be determined by calculating the principal amount's future value. The computation of future value is relatively straightforward. A given principal amount P compounded annually at a given interest rate (i) for a given number of years (t) will have a future value (FV) at the end of that time given by the exponential function:
Thus, plugging in the values cited in the above example, we find that the future value of the damage award at the end of year one is: FV = 1,000,000(1 + .10) = 1,000,000(i.1) = 1,100,000
The plaintiff can then skim off the interest and keep the $1 million safely invested, ready to earn another year of interest. give him the money not due him until later, which would allow him to have the money when due, plus all the interest he might earn on it.").
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The University of Chicago Law Review [63:1099 damages: to give the plaintiff the benefit of his contract and no more. 5 Both parties, however, want the "clean break" of a lumpsum award in order to avoid the costly future dealings that a stream of damage payments would entail. How then can a court satisfy both parties without overcompensating the injured one?
2. The discount solution.
Finance theory offers a solution to this compensation dilemma. If the plaintiff can invest an award that will grow to a certain sum in the future, why not start with the future value and work backwards to figure out the proper award today? In other words, the court should give the plaintiff an amount now such that, when invested, "the sum of the original award plus interest will just equal the anticipated loss. " 16 Accordingly, the court should award the present value of the future profits-the amount delivered today that will grow under current investment conditions to compensate the plaintiff in the future. ' Discounting is the process of determining the present value of a future sum of money. 8 When finding present value, the dis-" See Samuel Williston, 11 A Treatise on the Law of Contracts § 1338 at 198 (Baker, Voorhis 3d ed 1968) ("In fixing the amount of these damages, the general purpose of the law is, and should be, to give compensation, that is, to put the plaintiff in as good a position as he would have been in had the defendant kept his contract."). See also Hawkins v McGee, 84 NH 114, 146 A 641, 643 (1929) (quoting Williston) .
" Roy F. Gilbert, Forensic Discount Rates, 4 J Legal Econ 40, 40 (Dec 1991) . For additional discussion regarding the purposes of discounting and the need to achieve proper levels of compensation, see William F. Landsea and David L. Roberts, Inflation and the Present Value of Future Economic Damages, 37 U Miami L Rev 93, 95 (1982) ; Dobbs, 2 Law of Remedies § 8.5(3) at 469 (cited in note 4).
17 See Robert L. Dunn, Recovery of Damages for Lost Profits § 6.12 at 278 (Lawpress 2d ed 1981) (stating that if an "award is to compensate for a loss of profits projected over ten years, the amount should be that which, if invested for ten years at appropriate (probably conservative) rates of return, will produce the amount of the loss").
1 Present value is simply the inverse of future value. Using the formula in note 13, in which P is the principal invested and FV is the future value expected, we derive the present value formula by solving for P:
This formula tells us the present value of a particular sum received in the future. Under our $1 million hypothetical, this formula can be used to discount the $100,000 payment for each year of the contract to its present value. Thus, again assuming an interest rate of 10 percent, the present value of the $100,000 to be paid after year one equals about $90,909: P = 100,000(1 + .10) 
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count rate is merely the interest rate or rate of return that the plaintiff expects his money to earn.' 9 Accordingly, assuming 10 percent as the proper discount rate, the present value of $100,000 in profits per year for ten years is approximately $614,460.20 The plaintiff can then invest this amount to offset the $100,000 annual loss for the next ten years. By awarding the present value of the lost profits, a court will compensate the injured party neither too little nor too much.
B. The Courts' Response: Confusion 1. Discounting and the appropriate discount rate.
Courts generally accept the principle that "a dollar to-day is worth more than a dollar next year, and to ignore the interval as immaterial is to contradict well-settled beliefs about value." 2 ' Indeed, in Chesapeake & Ohio Railway Co. v Kelly, the Supreme Court commanded that "in all cases where it is reasonable to suppose that interest may safely be earned upon the amount that is awarded, the ascertained future benefits ought to be discounted in the making up of the award." 22 Accordingly, from cases in = 100,000(.909091) = 90,909.10
The present value of $100,000 to be paid after year two equals about $82,645. The present values of $100,000 to be paid after years three through ten can be calculated in a similar way. After the discounting process is complete, the discounted values are added together to find the total present value of this future stream of income.
Alternatively, one can use the following formula to discount future streams of income where, as in the above example, the FV is the same for each year and interest is compounded annually:
Here, S represents the annual stream of future income. This formula saves much time and effort, especially if the expected stream of profits is paid over many years. See Dowling, Mathematical Economics at 177-78 (cited in note 13).
Id at 177.
'0 Plugging our numbers into the above formula we find: bankruptcy and property to cases in tort and contract," most courts discount future streams of income to account for the time value of money and to award more finely tuned compensation. 24 Proper discounting, however, requires the choice of a proper discount rate. In commercial contracts, where the stakes are high, a difference of 1 percent in the discount rate can have substantial effects on the damage award. 2 " For example, a decrease in the discount rate from 10 percent to 9 percent in our above example increases the plaintiff's damage award by over $27,000.26 Conversely, an increase in the discount rate from 10 24 Some jurisdictions, however, have expressly rejected the use of discounting, opting instead for a "total offset" rule. The total offset method recognizes that money has time value, but argues that inflation offsets any potential accrual of interest. Essentially, the theory assumes that no real rate of interest exists. See, for example, Beaulieu v Elliott, 434 P2d 665, 671 (Alaska 1967) ("[Jlustice will best be served by permitting the trier of fact to compute loss of future earnings without reduction to present value."); Kaczkowski v Bolubasz, 491 Pa 561, 421 A2d 1027, 1039 (1980) ("[T] he courts of this Commonwealth are instructed to abandon the practice of discounting lost future earnings.").
The few jurisdictions that have adopted this doctrine initially confined the rule to tort injuries. One court, however, used it to award undiscounted damages in a contract dispute. See Bloomfield Financial Corp v National Home Life Assurance Co., 734 F2d 1408 , 1413 (10th Cir 1984 (affirming the district court's ruling that the total offset rule would be applied in Pennsylvania to lost future commissions in a contract dispute). No other court, however, has extended this rule to contract cases, and the rule remains the minority position for tort cases.
The following table illustrates the present value of annual profit streams over a ten-year period at varying discount rates: 26 Using the table of discounted values in note 25, one finds that the present value of a ten-year stream of $100,000 payments at a 9-percent discount rate is $641,770, and at a 10-percent discount rate is $614,460. The difference between these two amounts ($641,770 -$614,460) equals $27,310. (Note that the relationship between the discount rate and the amount of the damage award needed to fully compensate the plaintiff is an inverse one; the higher the discount rate, the lower the damage award, and vice-versa.) percent to 11 percent decreases the present value of the damage award by over $25,000.27 Indeed, the spread between an 8-percent discount rate and a 12-percent rate results in a damage award differential of over $100,000. Moreover, as the table in note 25 vividly illustrates, the higher the potential profits, the greater the present-value differential associated with the discount rate. 2 " Thus, as the stakes increase, so does the importance of the discount rate.
2. Discretion without guidance.
Courts have treated the choice of discount rate as case specific, allowing complex calculations and vital assumptions to vary based on the nature of a given dispute. The selection of a discount rate is generally considered a finding of fact, not a matter of law, and thus the ultimate choice of the appropriate discount rate is the sole province of the fact finder, be it judge or jury. 9 In jury trials, the judge usually instructs the jury in broad terms and lets them choose the discount rate based on expert testimony and other evidence." The Fifth Circuit's description of Texas's jury instruction for discounting damages in breach-of-contract cases reveals the broad discretion that fact finders enjoy:
' Again, using the table in note 25, one finds that the present value of a ten-year stream of $100,000 payments at a 10-percent discount rate is $614,460, and at an 11-percent discount rate is $588,920. The difference between these two amounts ($614,460 -$588,920) equals $25,540.
'
On a contract worth $1 million per year, a 1-percent increase or decrease in the initial 10-percent discount rate modifies the lost-profit award by over $250,000. On a $10 million-per-year contract, the differential would be over $2,500,000.
See generally Dobbs, This instruction tells fact finders only "to compensate," leaving them to decide how with few constraints and little guidance. 2 Given this combination of broad discretion and little guidance, it is not surprising that juries regularly fail to understand the need to discount to present value, let alone the mechanics of finding the proper discount rate. Indeed, in the same case in which the Fifth Circuit affirmed Texas's simple jury instruction, it found that "although the instruction was correct, the jury evidently did not follow it." 3 Accordingly, the court remanded the case so that the trial judge could "determine an appropriate discount rate and compute the present value of the award for contract earnings." 4 Other jurisdictions have experienced similar problems with jury discounting of damage awards. 3 A few jurisdictions have tried to eliminate jury discretion in discounting, expressly leaving the choice of discount rates in tort cases up to the discretion of judges 6 ' Section 5041(e) of New York's Civil Practice Law and Rules requires plaintiffs whose future damages in tort suits exceed $250,000 to purchase "an annuity contract that will provide for the payment of the remaining amounts of future damages in periodic installments." NY Civ Prac L & R § 5041(e) (McKinney 1992). Judges must determine the present value of such a contract by "applying the discount rate in effect at the time of the award to the full amount of the remaining future damages." Id. The statute does not
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[63:1099 ute. 7 No jurisdiction, however, has applied these innovations to contract disputes. Judges must struggle with the same discretion and lack of guidance. Courts recognize that "[t]he discount rate is determined by financial markets at the time of termination,"" and that "[there is no question that in order to compute the present value of the damages a commercial interest rate [must] be determined." 39 But such broad proclamations are generally not instructive. When confronted with the task of selecting an appropriate discount rate in a contract dispute, courts can select from a panoply of possible interest rates, including the United States Treasury bill, note, or bond rate, as well as the AAA or high-yield corporate bond rate. Indeed, one court described the application of a New York statute that requires individual courts to select the "appropriate" discount rate as "every judge's nightmare."" The fact finder-whether judge or jury-must therefore struggle without proper legal direction in performing the difficult but vital task of choosing the appropriate discount rate.
Even the Supreme Court has declined to adopt a standard to guide federal courts through the mechanics of discounting. In Jones & Laughlin Steel Corp v Pfeifer, the Court refused to establish an exclusive method for calculating the present value of lost-earnings awards in federal trials. 4 , courts may have less trouble determining the appropriate discount rate because they can employ the general "best and safest investments" standard. See text accompanying note 8. But if the New York process is a "nightmare" in the individual context, it can only be more difficult for judges to figure out a discount rate for commercial parties, to which multiple and more exacting standards can be applied.
41 462 US 523, 546-47 (1983).
[B]y its very nature the calculation of an award for lost earnings must be a rough approximation. Because the lost stream can never be predicted with complete confidence, any lump sum represents only a "rough and ready" effort to put the plaintiff in the position he would have been in had he not been injured.'
Moreover, the Court counseled that "[w]e do not suggest that the trial judge should embark on a search for 'delusive exactness.' It is perfectly obvious that the most detailed inquiry can at best produce an approximate result."' Ultimately, the Court concluded that "whatever rate the District Court may choose to discount the estimated stream of future earnings, it must make a deliberate choice."" Accordingly, as long as a court is "deliberate," its selection of discount rates will likely satisfy the Court's standard.
Random results and uncertain rationales.
Because the law generally invests fact finders with such broad discretion and so little guidance, discount-rate selection-especially in contract disputes-lacks rhyme and reason. Commentators have noted that "[a] review of judgments awarded by the courts reveals a hodge-podge of approaches and theories on which awards have been rendered." 45 One court described "the case law with regard to an appropriate discount rate... [as] a 'many-colored splendor' of conflicting and sometimes indecipherable formulas." 46 Discretion has left the law in disarray.
Decisions regarding lost future profits reveal a wide variety of selected rates, often without any strong economic rationale. For example, courts have found a rate of 25 percent to be "substantial and conservative," 4 7 a rate of 7 percent to be "fair and reasonable,"' and a rate of 6 percent to be "appropriate," 49 all with little or no explanation. Moreover, the Second Circuit upheld without comment a jury's decision to discount the lost future 
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profits of a broken liquor-distribution agreement at a 17-percent rate even though the expert testifying at trial had discounted the award by a 9-percent rate. 0 Indeed, the court focused on evidentiary points and ignored the $140,000 differential between the expert and jury outcomes. 5 ' Fact finders, however, usually just accept one expert's opinion or even split the difference between competing experts or possible methodologies. 5 2 " [Clourts [recognize] that the term 'discount rate' has no fixed meaning and have accepted discount rates testified to by a party's economist at trial." 3 Indeed, one experienced expert remarked that "[tihe opinion of an expert on damages is usually given great deference by the trial court." 4 Most decisions merely state their agreement with an expert's conclusion without any explanation and then go on to other topics. 5 By generally deferring to financial experts, judges and juries ease their own decisional burdens and encourage parties to use experts during the trial.
The reasoning of many courts has therefore been far from "deliberate." Battered by financial formulae and confused by conflicting expert testimony, fact finders operate a perverse legal lottery that commercial parties are obliged to play. Uncertainty ' See Lee v Joseph E. Seagram & Sons, Inc., 552 F2d 447, 455 (2d Cir 1977) . 51 Id. 52 Courts will occasionally surprise experts and parties. In American List Corp v U.S. Report, Inc., 75 NY2d 38, 550 NYS2d 590 (1989) , New York's highest court rejected a lower court's finding of an 18-percent discount rate in a breach-of-contract suit. The lower court had discounted lost future profits at 18 percent based on the testimony of the defendant's expert witness. Id at 594. The Court of Appeals, however, rejected this discount rate because it included a premium for the risk that the plaintiff would not perform the contract. The Court held that this risk may not properly be considered in damages for anticipatory breach and remanded the case for the determination of a proper discount rate. Id. 
News and World
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The University of Chicago Law Review and unnecessary expense thus prevail in a system without a clear default rule.
II. EXPERT ANSWERS FOR COMMERCIAL PARTIES
One could argue that courts should continue to defer to experts or that they should simply pick the most popular financial methodology and use it as the default rule, thus handing the discount decision over to the experts. Experts, however, currently offer courts a vast assortment of "appropriate" discount rates in commercial-contract disputes, and each option ultimately fails as a proper default rule. Indeed, each of the usual theories fails to justify itself on simple cost-benefit principles.
The following analysis reviews and criticizes five approaches that expert commentators have employed or examined when finding the specific discount rate in lost-profiits disputes." finance that experts commonly use in advocating specific discount rates in lost-profits disputes. A basic understanding of these methodologies is necessary to clarify and to critique the discounting debate. Three issues cut across each of the approaches reviewed in this section: unsettled theories, the potential for bias, and high costs.
First, finance offers no one "best" way to find the appropriate discount rate in commercial-contract disputes. Comentators have only recently tackled the problem of damage valuation in commercial litigation. 5 7 Accordingly, multiple approaches have sprung up, taking the varied perspectives of the plaintiff, the " This section surveys the practicioner literature on the discounting of profits in commercial settings. The section attempts to explain some basic terminology, but is not intended as a full discussion of finance theory, which begins discount rate selection in project valuation with the capital asset pricing model ("CAPM") and builds up to the weighted average cost of capital ("WACC"). Rather, this section focuses on general approaches and terms that courts may have dealt with before, organized from the most familiar to the least familiar.
' 
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[63:1099 defendant, or even the market. 58 Each method, however, brings its own complications and its own unique results. Because financial experts themselves disagree over proper discounting techniques, courts cannot point to a dominant method that parties could comfortably accept. Second, experts can manipulate assumptions and numbers to favor the party that employs them. 9 Experts agree that the application of theory to practice requires more pioneering work and allows for great creativity.° Financial models are easy to build, but their implementation involves making assumptions and other contentious decisions that lead to varied results. Accordingly, not only can experts choose among competing theories, but they can manipulate a given theory to produce more favorable results. This potential for bias presents a salient problem whenever a financial expert testifies.
Finally, experts and expert testimony are costly to the parties and to the court system, and the benefits of allowing experts to fight it out at trial probably do not outweigh these costs. Given the incentives to present expert evidence, the lack of consensus among financial experts regarding discounting, and the inability of fact finders to understand the underlying economic analysis, the current regime encourages parties to overinvest in litigation for an uncorrelated return. For all these reasons, deferring to the experts is not a wise decision when constructing the proper discount default rule. ' See, for example, Contract Lodging Corp v Union Pacific Railroad, 1991 US Dist LEXIS 18663, *4 (D Kan 1991) (unpublished opinion) (ignoring attempted expert manipulation of the discount rate after parties had stipulated to a rate of 7.5 percent).
' Michel and Shaked close their article with the following admonition and appeal:
Even though the academic world is adept at developing complex models, when it comes to the courtroom, applying these models in an understandable and convincing way is a challenge. We look forward to having more academics share their experiences as expert witnesses, thereby closing the gap between the world of finance and the world of law.
J Bus
Fin & Acc at 462 (cited in note 57).
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1114 Some commentators have argued that courts should use a formulaic average of the plaintiff's cost of capital or the costs of a firm's various components of financing to determine the appropriate discount rate. 6 Financial experts first calculate the individual components of a firm's capital structure, primarily the firm's cost of debt (interest on borrowing) and cost of various stock issues (rate that investors require the firm to earn on its equity). 62 These components are then weighted according to some standard (usually the relative proportions that the components represent in the existing capital structure) 63 and then averaged according to the proposed weights.'
61 See id at 455 (presenting a case study applying the cost-of-capital method to the valuation of damages from a broken contract). Other commentators advocate the use of the cost-of-capital approach but argue that the ultimate discount rate should be adjusted for the risk of the project. See Lanzillotti and Esquibel, 5 J Acct Aud & Fin at 132 (cited in note 45) ("[Tihe plaintiff's damage award for profits... is the present value of the future profits discounted to the time of the award by the cost of capital adjusted to the risk of the project."). Lanzillotti and Esquibel, who claim that "the uncertain future lost profits are the easiest to deal with," id at 130, fail to explain how one should measure a firm's cost of capital or how one should adjust the discount rate to the risk of the project.
' See James C. Van Home, Financial Management and Policy 235 (Prentice-Hall 9th ed 1992).
' Id at 241-43. Van Home notes, however, that the relative weights should correspond to the proportions of financing that the firm intends to employ, thus allowing a firm to maintain a constant capital structure over time for purposes of the relative-weight calculations. Id. Specifically, Van Home notes that in practice, [r]aising capital is 'lumpy,' and strict proportions cannot be maintained." Id at 243. Therefore, " [o] ver time, most firms are able to finance in roughly a proportional manner.... In other words, weighted average cost of capital calculations should ignore temporary deviations from a target capital structure, even though these deviations detract from the theoretical correctness of the weighted average cost method." Id. This subtle difference between the intended financing of a firm's capital structure and its actual financing illustrates just one of the many elements in the cost-of-capital calculation that is subject to manipulation. See note 75 and accompanying text. Accordingly, the weighted average cost of capital ("WACC") is expressed as follows:
Id at 217. Van Horn also provides an example to illustrate the mechanics of this formula:
Preferred Stock $10 million 10% 11.37%
Common Stock Equity $60 million 60% 15.00%
Quick Fix for the Legal Lottery
The weighted average cost of capital represents a firm's baseline for investment decisions and is thus conceptually appealing as the basis for discounting lost profits. Under contemporary finance theory, firms seek to maximize shareholder wealth. 65 If a firm finances in the proportions specified in the formula and accepts only those projects yielding more than the weighted average required return, then the marketplace will recognize that the company's returns should outpace its costs. Accordingly, investors will want to share in this boon, the market price of the stock should rise, and shareholders will benefit from an appreciation of their holdings."
A court could simply appropriate this weighted average rate to discount lost future profits. 67 The cost of capital represents a rate of return that companies will try to earn to satisfy their owners and stay in business. A judge or jury can thus rest assured that the company will invest its profits at this minimum rate. Accordingly, discounting future profits by the cost of capital will effectively compensate the injured party.
Although theoretically appealing, the cost-of-capital approach contains a number of practical pitfalls. First, experts reign over cost-of-capital analysis. Complex calculations, critical assumptions, and practical finesse constitute the financial expert's work. 6 " While judges and juries may understand the theory, 
6
See Michel and Shaked, 19 J Bus Fin & Acct at 455-60 (cited in note 57) for a case study measuring the cost of capital for a liquor distributor in a breach-of-contract dispute. The article reveals the many formulae, calculations, and assumptions that the finance team employed to figure out the appropriate discount rate based on the business's cost of capital. Except for basic statistical regression analyses, the mathematics were generally limited to simple algebra. The choice of appropriate formulae and proper data, however, required significant experience and strong financial intuition. Indeed, as the authors note in their analysis, as compared to calculating lost cash flows, the "cost of capital was less straightforward." Id at 457.
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The University of Chicago Law Review [63:1099 they generally lack the training and intuition necessary to understand the underlying methodology. 69 Second, the cost-of-capital theory requires a number of assumptions with regard to risk that are "extremely binding" and reduce its effectiveness as a predictive model. 7 " Ultimately, the theory assumes that all the projects of a firm enjoy the same level of risk and that the firm will only accept a new project that bears an equivalent level of risk. 1 If each investment bore the same risk, each would earn the same rate of return, and the firm's overall cost of capital would be the appropriate baseline for investment decisions. 2 In the everyday life of firms that must deal with investment proposals of varying risk, however, "the use of an overall required rate of return is inappropriate." 7 " Instead, a real firm will calculate a required rate of return for specific investment proposals, and this rate will not necessarily correlate with the firm's overall cost of capital. Accordingly, judges and juries cannot be assured that a firm's cost of capital is truly its baseline for investment decisions. 74 Third, the methodology allows for manipulation. 7 One might argue that if a broken contract covered a specific project for which the injured company had calculated an expected return, the fact finder could then defer to the failed project's specific rate of return as the appropriate discount rate. But this specific rate of return may still undercompensate the injured party if, at the time of the damage award, the injured party is no longer able to earn the same return. Moreover, ambiguity still plagues the cost-of-capital analysis for the specific project, allowing for manipulation and a repeat of the legal lottery. Accordingly, this proposal would not serve as a proper default rule even if such information were in fact available to the fact finder.
7 Michel and Shaked provide an honest description of their reasoning process and reveal how difficult it is to fit reality into financial categories. 19 J Bus Fin & Acct at 455-60 (cited in note 57). Indeed, the authors reveal that:
[D]eriving a reliable estimate of a damage claim necessitates the use of numerous aspects of financial theory. The expert testimony presented in this paper includes the application of methodologies such as analyzing the yield curve, using the capital asset pricing model, determining the cost of capital, and applying the appropriate cost of capital framework.
Id at 455. Their practice is as much an art as it is a science.
Quick Fix for the Legal Lottery
Experts have no fixed standard by which to judge their work, and thus they may be creative in reaching their results. 76 Accordingly, "reasoned applications of financial and economic theory may produce different, yet defensible, results." 77 Ultimately, the cost-of-capital model's conceptual appeal weakens with its attendant costs. Experts are expensive, judges and juries will rarely understand their methods, and parties must invest in an uncorrelated chance that the fact finder will believe one expert over another, or perhaps split the difference. 7 " In the meantime, commercial parties must deal with this uncertainty and the distorted settlement incentives it produces. 79 If this were a voluntary investment decision, commercial parties would undoubtedly avoid it altogether.
B. Internal Rate of Return
Another conceptually appealing measure is a company's internal rate of return ("IRR") for the project covered by the broken contract. The IRR "is the average percentage rate per period that invested dollars are earning."" For a specific project, its computation yields a "discount rate such that the sum of the present values of expenditures will equal the sum of the present values of returns from the investment." 8 ' The resulting rate of return is then compared to a "threshold" or "hurdle" rate to judge the investment's feasibility. 82 The IRR thus seems appropriate 7 See text accompanying notes 57-60.
Lanzillotti and Esquibel, 5 J Acct Aud & Fin at 141 (cited in note 45). 78 Certainly, this probabilistic return is an aspect of expert testimony in any area of the law. This Section is intended to demonstrate, however, that in the case of choosing a discount rate in a commercial-contract dispute, expert testimony may not be necessary or even particularly helpful. Rather, courts could avoid inflicting unnecessary uncertainty and expense on commercial parties by adopting a default rule that eliminated the need for experts.
For 58) . In other words, the IRR is "that discount rate X such that the sum of all the positive cash flows discounted at X and negative cash flows discounted at X will equal zero." Id. See also Van Home, Financial Management at 141 (cited in note 62) (defining IRR as the "discount rate that equates the present value of the expected cash outflows with the present value of the expected inflows").
8' See James E. as the rate with which to discount lost profits because it represents the break-even return that a company expects to receive on the investment that it made in the breached contract. Financial experts, however, avoid using this measure to discount future profits, and courts should not be fooled into accepting it as the appropriate discount rate. First, the IRR is a method for evaluating projects, not calculating discount rates. Second, even as a method of evaluation, the IRR suffers from a number of pitfalls. Rates of return on investments change over time, and thus "[o]nly rarely will the internal rate of return calculated represent the relevant rate for reinvestment of intermediate cash flows." 83 Second, calculation of the IRR is highly complex: normal algebra is of no assistance, and even "calculators and computers that solve for internal rates of return do so by trial and error."' Finally, "the choice of the threshold rate of return is arbitrary in nature and is specific to each particular investment." 5 Accordingly, the IRR methodology presents comparate"). 
(1 + r)' (1+ r) + r)
where A. is the initial expenditure or cash outlay, n is the period when the investment will generate cash flows, A, through A represents expected cash inflows, and r is the discount rate that equates these outflows and inflows. See Van Home, Financial Management at 22-24 (cited in note 62). Ordinarily, one cannot perfectly equate the present value of disparate cash flows. One discount rate might make one cash flow slightly greater than the other; another rate might make the same cash flow slightly less than the other. Parties must thus choose whichever one they think approximates equivalency. Cuff explains:
There can be many solutions to the discount rate, some of which may seem like nonsense. It is not unusual for there to be both positive and negative interest rates that will solve the internal-rate-of-return equation.... It will be important to specify the specific range of acceptable values.... Otherwise, you may end up in a legal dispute over a high order mathematical equation.
Cuff, Present Value, LA Lawyer at 26-27 (cited in note 58). ' Gilbert, 4 J Legal Econ at 42 (cited in note 16). See also Cuff, Present Value, LA Lawyer at 27 (cited in note 58):
An investment with a 15 percent internal rate of return is not necessarily better than an investment with a 10 percent rate of return; in fact, the 10 percent may be better. This can depend on the investor's return on invested funds, the risk of the invest-
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nies with multiple, difficult-to-calculate, and somewhat arbitrary solutions. Financial experts generally avoid this method to measure future damages and so should the legal system.
C. Coerced-Loan Theory
Some commentators have suggested that when the defendant owes the plaintiff money for a breach of contract, the plaintiff in effect becomes a creditor of the defendant. Accordingly, the proper discount rate should be based on the defendant's general cost of debt, or on a particular debt instrument that replicates the plaintiff's position as a "creditor."" 6 Thus, a court must consider the defendant's cost of capital or find the interest rate that the defendant would pay voluntary creditors who took the same position in the capital structure as the plaintiff involuntarily took. 7 Although interesting as an analogy, this approach fails as a proper default rule for contract disputes. First, a discount rate based on the defendant's cost of debt does not measure what the plaintiff might earn on its own investments. The plaintiff had no choice in becoming a forced creditor of the defendant, and perhaps could have obtained a more attractive investment elsewhere. Accordingly, its coerced "loan" to the defendant does not ment, and the relationship between the investment and the investor's other investments. 648-49 (1995) (examining various circuit courts' use of the coerced-loan theory to value creditor claims in reorganization "cramdown" proceedings).
s' The plaintiff's position as a voluntary creditor, and the interest rate that it accordingly enjoys as a creditor, will ultimately depend upon its hypothetical priority in bankruptcy. Thus, a court will have to work backward from bankruptcy, viewing the plaintiff as a voluntary creditor taking part in the defendant's capital structure, to determine the interest rate that the plaintiff should earn on its lost profits. The court could then use this number as the discount rate. See Michael S. Knoll, A Primer on Prejudgment Interest 18-22 (unpublished manuscript on file with U Chi L Rev). In reorganization proceedings, this analysis is relatively straightforward because the plaintiff is already a secured creditor, and courts merely have to determine the going rate for similar loans in the particular region. See, for example, In re Hardzog, 901 F2d 858, 860 (10th Cir 1990) (finding that "the current market rate used for similar loans in the region" is the appropriate discount rate to find the present value of secured claims under the coerced-loan theory).
represent a decision to funnel excess capital into projects that earn the best possible returns to maximize shareholder wealth. The plaintiff has contracted for services or goods, not to become an investor in the defendant's enterprise. Second, the model is difficult to implement in practice. Measuring the discount rate by the defendant's cost of capital is subject to the same failings as measuring by the plaintiff's cost of capital, analyzed above." 8 Alternatively, trying to categorize the plaintiff as a specific creditor is a complex and confusing endeavor. 9 Should the court liken the plaintiff to a senior creditor or an unsubordinated debenture holder? Is the plaintiff's claim similar to a callable or convertible bond? Should the interest rate be fixed or floating? No court is prepared to answer these questions on its own and experts can haggle over each and every element. Theoretically unsound and practically unmanageable, the coerced-loan model is thus inappropriate as a contract default rule.
D. Capitalization Factor
Some experts completely bypass the present-value mechanics and the discount-rate debate by divining a simple market capitalization multiple to discount the stream of future losses." "The capitalization of earnings from a business enterprise represents an attempt to determine the value of a going business." 9 Accordingly, "[a] capitalization factor is the ratio of the value of a stream of continuing income to the current amount of the stream; for example, if a firm is worth $1 million and its current earnings are $100,000, its capitalization factor is ten." 9 2 Like the price-to-" See Section II.A. Note also that the defendant's breach may reflect a shaky financial condition that the financial markets have already internalized. Accordingly, the defendant's cost of capital may be high because its ability to operate as a going concern is uncertain. The appropriate discount rate under the coerced-loan model will therefore be high, reducing the plaintiff's damage award to a low present value. Thus, the reasoning behind the damage award would fail to reflect how the plaintiff may actually invest the finds. [63:1099 1120 earnings ratio used in evaluating stocks, 93 the capitalization factor basically measures the amount of money that investors are willing to pay for each dollar of current income of a company.
Experts generally calculate this measure by using the injured company's accounting records and the market values of comparable businesses. 94 The figure is then adjusted by factors such as "the general economic outlook, the outlook for the specific industry, the past history of the business in general, and the prospect that the business will continue." 95 Once an expert has computed this "cap factor," the value of the loss is easy to determine: simply multiply the capitalization factor by the current profit from the broken contract." Accordingly, experts can avoid the normal present value methodology and value future profits with market information and simple multiplication.
Courts have found this method intuitively appealing in analogous settings. Because the cap factor approximates the amount that investors are willing to pay for a dollar of current income, courts can simply defer to how the market values a company's future earnings and avoid a subjective determination of what value the company itself expects to gain from its earnings. Many courts have followed this rationale in awarding lost earnings for antitrust violations, applying the cap-factor analysis to plaintiffs " The price-to-earnings ratio is the ratio of the current market price of a stock to its earnings per share. See Diamond, Financial Accounting at 710 (cited in note 20). Experts often appropriate this well known financial measure to derive the appropriate capitalization factor. See Joslyn, 48 Brooklyn L Rev at 457 n 98 (cited in note 90).
" Joslyn, 48 Brooklyn L Rev at 457 (cited in note 90). 9' Id. Hall and Lazear offer the following example:
(1) Ratio of market value to current annual earnings in comparable 13 publicly traded firms: information-including the term of the contract-to calculate the cap factor. A court could then simply multiply the factor by the first year's expected profits to find the profits due to the injured party upon breach.
as diverse as automobile-part-distributors 97 and Sony product dealers. 98 Despite its practical and intuitive simplicity, this methodology is inapt for breach-of-contract awards. A capitalization factor appraises the market value of a company's future stream of income as if the company were being sold. This method misses the mark of measurement: courts are concerned with how the plaintiff can invest an award today to reach a certain sum tomorrow, not how the market values this sum. The latter measures what the market expects to earn on an investment in the plaintiff, the former measures what the plaintiff expects to earn on the market. Contract law, however, generally focuses only on how the plaintiff can voluntarily invest the damage award. 9 Thus, like the coerced-loan theory, the capitalization method approaches the discounting of damages from the wrong perspective.' Furthermore, the capitalization method involves all the costs of the cost-of-capital method but adds no new benefits.'' Parties must use experts to calculate the appropriate multipliers, thus increasing litigation costs. 0 2 Moreover, "parties may dispute almost every element of the capitalization calculation," including "whether there is reliable evidence that the capitalization factor accurately measures value for the specific asset or business." O 3 Accordingly, the battle of the experts will produce disparate results at great cost and the parties will once again face uncertainty. Courts should therefore refrain from adopting this approach as the default rule.' 
E. Capital Asset Pricing Model
Finally, one group of financial experts has recently proposed an adjusted capital-asset-pricing model ("CAPM") to calculate the appropriate discount rate.' Pioneered by William Sharpe,"°c the CAPM suggests that the return of an asset (A.) is influenced by the prevailing risk-free rate (R.) (usually the United States Treasury bill rate), the market return (Rm) (perhaps the return on the Standard & Poor's 500), and the covariance'. between 1. and Rm (0) as follows: The CAPM measures what is intuitively obvious to most investors: the greater the unavoidable risk of a security (the risk that cannot be diversified away), the greater the return that an investor will expect from this security."° The correlation, or sensitivity, between a security's excess returns and the market's excess returns as a whole is measured by beta (0)."o If j3 = 1, then the stock's excess returns vary proportionally with the market's returns; if 3 > 1, then the stock's returns vary more than proportionally; and if 3 < 1, then the stock's returns vary less than proportionally. Thus, the greater the beta, the greater the risk, and the greater the expected return."' ing that the cap-factor method of determining damages "while being simple is probably inaccurate").
1" See id at 27. Lanzillotti and Esquibel appear to refer to this type of method when they suggest that the proper approach is the "cost of capital adjusted to the risk of the project. "o "Covariance" is a statistical measure that essentially means "to vary with." In the example, 0, measures how a certain security's return 1A, may "vary with" the market as a whole.
106 See Jeff Madura, Financial Markets and Institutions 205 (West 2d ed 1992) . 106 See Van Home, Financial Management at 64 (cited in note 62). 110 Id at 66.
"' "A higher beta reflects a higher covariance between an asset's returns and market returns, which contributes more risk to the portfolio of assets held by the investor." Madura, Financial Markets at 205 (cited in note 108) . Accordingly, an investor will want
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Viewing the firm's assets as a portfolio of investments, experts can apply the CAPM to discount lost profits." Risky projects with uncertain profits are like risky securities: their unique risk may be diversified away, but "[tlhe higher the [nondiversifiable] risk, the greater the expected return that will be required by an investor/firm.""' Thus, when a project fails because a defendant breaches, "it is necessary to compute the risk associated with these lost profits and appropriately adjust the discount rate in order to neither over nor undercompensate the plaintiff.""' The CAPM measures the relationship between nondiversifiable risk and return and thus can be adjusted for use in measuring the lost profits of a particular project. By replacing the market rate (Rm) with the weighted average cost of capital of the injured party and calculating a beta that measures the correlation between the lost-profit and total-profit returns, the CAPM can generate the appropriate discount rate." 5 compensation for taking on this increased risk, and compensation will come from a higher required return from the risky asset.
112 See Meyer, Fitzgerald, and Moini, 4 J Legal Econ at 35-38 (cited in note 57). 3 Id at 39. 114 Id at 38-39.
"' Meyer, Fitzgerald, and Moini add other refinements to their model, which results in the following formula:
where:
1= the appropriate discount rate for the lost profits, 1r= the aftertax, risk-free interest rate on the appropriate United States Treasury obligation, lc = the plaintiff's aftertax weighted average cost of capital, and = r,. (SD,P / SDr) where rIPf = the correlation between the expected returns of the lost profits and the expect ed returns of the firm's total profits, SDI, = the standard deviation of the returns on the expected lost profits, and SDf = the standard deviation of the returns on the firm's lost profits.
Although theoretically the most sound and precise, this approach fails as a default rule for a couple of practical reasons. First, the CAPM is a disputed theory in finance. One recent empirical study... found no relationship between historical betas and returns in the CAPM model, concluding that "[iln a nutshell, market 0 seems to have no role in explaining the average returns on NYSE, AMEX, and NASDAQ stocks for ."" 7 Thus, the very foundation of the CAPM-that it can measure, against the backdrop of the general market, the nondiversifiable risk of an asset and provide for that risk in the expected return-is questionable. Accordingly, the use of this model to discount future profits is also questionable."' Second, application of this method is an administrative nightmare. Not only does it require a calculation of the cost of capital, it also requires more difficult calculations to conjure up a firm's beta." 9 This approach involves interlocking levels of financial theory that compound the confusion of the fact finder and allow more variation in the experts' results. It is simply too complicated and too expensive, and is perhaps the paradigmatic reason why the gap between the world of law and world of finance still remains broad and deep.
III. ENDING THE LEGAL LOTTERY: THE FIXED-RATE RULE
A. Implementing the Fixed-Rate Rule
The review of case law and the expert methodologies leads to a simple conclusion: neither triers of fact nor experts are well positioned to choose discount rates in contract disputes between commercial parties. The present value of a damage award, and .1. See generally Eugene F. Fama and Kenneth R. French, The Cross-Section of Expected Stock Returns, 47 J Fin 427 (1992) .
117 Id at 445. Fama and French also conclude that "our tests do not support the central prediction of the SLB model [CAPM] , that average stock returns are positively related to market P." Id at 449.
118 Note also that experts often use the CAPM to measure the cost-of-equity component in the cost-of-capital approach. See Van Home, Financial Management at 235 (cited in note 62) (using CAPM to calculate the cost of equity capital); Michel and Shaked, 19 J Bus Fin & Acct at 458 (cited in note 57) (same). The weaknesses of the CAPM thus exacerbate the weaknesses of the WACC methodology.
119 Betas for particular projects are notoriously difficult to figure out. The difficulty lies not in applying basic statistical formulae, but in digging up the data on the firm's total-profit standard deviation and lost-profit deviation and then finding the covariance between these data. Meyer, Fitzgerald, and Moini present a hypothetical example without going through this statistical labyrinth and fail to apply this formula to a real situation. 4 J Legal Econ at 35-38 (cited in note 57).
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consequently the selection of a discount rate, depends on a finding of fact by the judge or jury. Experts, however, govern the courtroom with alluring rationales and finely tuned formulae.
The selection of discount rates has moved out of the bounds of the law, into disputed areas of social science and beyond the understanding of most of the key parties involved. Indeed, one court has warned that discount-rate determinations should not be allowed to convert the courtroom into a "graduate seminar on economic forecasting," 2 ' but few have heeded this caveat. Predictability and intelligible arguments have yielded to linear regression analyses and risk evaluation almost without a second thought.
Without the experts, however, courts cannot employ the complex methods reviewed above. Most judges and juries have neither the time nor the capacity to make informed choices of discount rates. Whereas the proposed finance methodologies at least take a structured approach to developing the proper discount rate, prevailing decisional law reveals little structure and too much inconsistency. The discretionary discount-rate regime has produced random results that aggravate the harm to injured commercial parties. Millions of dollars ride on decisions that judges and juries are not well suited to make.
Ultimately, the parties themselves should choose the appropriate discount rate or contractually define the parameters for making this choice. To avoid the legal lottery, commercial parties and fact finders must recognize that "in contract the damages payable should be set by agreement and not by any abstract principles of justice, however pleasing and symmetrical they might appear to judges."' Accordingly, most would agree that "[tihe best approach is to state with precision the present value formula that you wish to use when drafting a contract."
Indeed, the Restatement (Second) of Property suggests that, in lease disputes, courts recognize a liquidated-damages clause as a fair and reasonable estimation of damages only when the clause 
[63:1099
Quick Fix for the Legal Lottery includes a process for discounting.' Good drafting can end the legal lottery before it begins. But where contracts are silent, the legal system must fill the gaps and provide a default rule that will resolve the discount dilemma. This duty is complicated, however, and courts (perhaps understandably) have failed to dispatch it adequately. By putting forth varying, discretionary discount rates, courts have subjected commercial parties to unnecessary expense and uncertainty. A clear and simple default rule, however, could eliminate the legal lottery even for those parties who fail to resolve the discount dilemma in their contracts.
Courts should adopt a fixed rate, or a rate pegged to an easily identifiable market measure, as the default rule for selecting discount rates. For example, a fact finder could quickly and easily select a rate pegged to the investment-grade corporate-bond index published by the Wall Street Journal on the date of breach.'
Courts would then achieve certainty and clarity at lower cost. 12 5
The medium-quality corporate-bond index probably is the appropriate market peg for the fixed-rate regime." This rate Leasing & Financial Services, Inc. v R.F. Optical, Inc., 103 Wis 2d 488, 309 NW2d 23, 27 (Wis App 1981) ("Discounting has been recognized as the second operative element of a fair liquidated damages clause.").
" Medium-quality corporate bonds are bonds rated by Moody's Investment Services as Baa or by Standard & Poor's as BBB. They represent the lowest form of investmentgrade bonds-those bonds in which commercial banking institutions can invest as regulated by law. See Madura, Financial Markets at 85 (cited in note 108). The Wall Street Journal publishes a daily floating index of corporate rates compiled by Merrill Lynch. This index includes a listing for medium-quality corporate bonds. For example, on January 3, 1996, the medium-quality corporate bonds of durations less than ten years were earning 6.23 percent and the same bonds of durations ten years or more were earning 7.31 percent. Wall St J C20 (Jan 3, 1996) .
' In practice, judges should defer to this fixed rate when they act as fact finders in discount-rate determinations. Similarly, when juries act as the fact finders, judges should instruct the jury to apply the fixed rate. Accordingly, the fixed-rate regime could be judicially implemented as the appropriate default rule. Of course, judicial implementation of the fixed-rate default rule is only an interim solution; ultimately, state commercial codes should incorporate the fixed-rate regime to convert what is now a finding of fact into a question of law.
"' Some legal theorists argue that "courts should concern themselves not so much with the substance of the legal rule as with its certainty and predictability. accords with the general standard that, to properly compensate an injured party, discounting should reflect the rate of return at which the party can invest the damage award. 7 The corporatebond rate is a compromise between the returns generated by riskless government securities and the less predictable stock market.
2 8
Riskless government securities present too low a rate of return for corporate entities. Although individuals may be held to a low level of investment savvy when investing damage awards, 9 corporate entities can be expected to exercise considerably greater prowess. Given their mandate to maximize shareholder wealth, corporate entities will likely use their financial and managerial expertise to attain returns greater than those available from low-risk government securities.
At the other end of the spectrum, the stock market, while boasting much higher rates of return, 30 is also not the appropriate market peg. Historical rates of stock market returns do not necessarily predict the future, and thus cannot serve as an accurate market peg. The stock market is subject to daily and yearly variations that spell bust for some and boon for others. These variations are formally unpredictable and thus the rate of return is unknown in advance.'' The plaintiff's rate of investrate.
' See text accompanying notes 21-24. In the 1980s, the Standard & Poor's 500 earned an average annual return of 17.5 percent while Treasury Bills earned an average annual return of 8.9 percent. Long-term corporate bonds earned 13 percent, falling roughly midway between the stock market and risk-free securities. See Peter Lynch, Beating the Street 17 (Simon & Schuster 1994) .
12 The Supreme Court, in Kelly, 241 US at 490, held that courts should not hold injured tort victims to a high level of investment prowess:
It may be that such [high] rates are not obtainable upon investments on safe securities, at least without the exercise of financial experience and skill in the administration of the fund; and it is evident that the compensation should be awarded upon a basis that does not call upon the beneficiaries to exercise such skill, for where this is necessarily employed the interest return is in part earned by the investor rather than by the investment.
Corporations, however, are built around maximizing the "financial experience" of management, and thus should be called upon to exercise this skill.
"o Peter Lynch, one of the most successful mutual fund managers in history, remarks, '[b]y sticking with stocks all the time, the odds are six to one in our favor that we'll do better than the people who stick with bonds." Lynch, Beating the Street at 16 (cited in note 128). Lynch also notes that over the years 1926-89, "a $100,000 investment in longterm government bonds would now be worth $1.6 million whereas the same amount invested in the S&P 500 would be worth $25.5 million." Id.
131 According to the semi-strong form of the Efficient Capital Markets Hypothesis, ment should not be pegged to such an uncertain measure of financial success. 132 Medium-grade corporate bonds provide a compromise. They generate a return greater than riskless securities and high-quality corporate debt, but are still sanctioned as stable investments." 3 Moreover, these bonds are debt instruments, and thus, unlike stocks, their rate of return is generally fixed for the period of investment." 3 By combining the financial expertise of a corporation with the need for certainty, the medium-grade bond rate emerges as the best peg for the fixed default rate.
B. Justifying the Fixed-Rate Rule
Before a court chooses this market peg, however, it must first face a more fundamental question: why adopt a fixed rate at all? A new legal rule must justify itself as an expansion and not a contraction of social welfare; in other words, the benefits of the new rule to both the parties and society must exceed its attendant costs. Ultimately an empirical question, cost-benefit analysis security price movements quickly internalize all public information and engage in a random walk, or unpatterned changes in price. Thus, "one cannot use past security prices to predict future prices in such a way as to profit on average." Van Home, Financial Management at 51 (cited in note 62). At least one portfolio manager, however, believes that stock investments still generate comparatively better returns than other financial investments. See Lynch, Beating the Street at 15-16 (cited in note 128) ("[S] ooner or later, a portfolio of stocks or stock mutual funds will turn out to be a lot more valuable than a portfolio of bonds or CD's or money-market funds.").
1
One could argue that if judgment is handed down, on average, two years after breach, the fact finder should use the injured party's aggregate real rate of return on investments for those two years to discount the lost profits for those same years. But this approach replicates many of the problems of the discretionary regime. First, expensive experts will need to define the parameters of a company's "aggregate rate of return" and then will have to conjure up the rate from complicated financial and accounting data. Moreover, parties will not know what rate will apply for those two years until the experts battle before the fact finder and thus will have to bear the costs of an uncertain rate. Finally, the fact finder must still select the appropriate rate for the remaining term of the contract, and thus the historical rate can be only a partial solution at best. It would seem better to avoid all this expense and uncertainty by fixing the rate at the date of breach.
One investment-ratings service described medium-quality corporate bonds as "neither highly protected nor poorly secured .... Such bonds lack outstanding investment characteristics and in fact have speculative characteristics as well." Corporate Bond RatingsExplanation and Key, Moody's Bond Record 2, 3 (Dec 1995). Thus, these types of bonds represent a median type of investment yield that an injured corporate party could expect to enjoy.
'"' Courts can roughly divide the universe of broken contracts into long-term contracts (greater than ten years) and short-term contracts (less than ten years). This division accords with the division of medium-quality bonds in the Wall Street Journal index. Courts can then lift the appropriate discount rate from the bond index based on the remaining life of the contract. perts and their fancy formulae, saving incalculable time and expense."" Such ease of administration would also lighten the decisional burdens of judges, allowing them to focus on matters of contract law that they are specifically trained to examine. In this way, a fixed rate would benefit society by decreasing deadweight litigation costs and magnifying the comparative advantage of the courts.
Third, a fixed rate would reduce the direct litigation costs of the disputants. Parties would spend less on experts by avoiding the long and expensive financial analysis underlying most discount-rate methodologies." Moreover, legal fees may lighten as expert preparation and testimony become unnecessary. Accordingly, lawyers could focus more on crafting legal arguments (something they are trained to do), and less on manipulating financial analysis (something most would have to learn to do). The parties would pay less for a better product.
Fourth, the fixed rate is a clear and predictable default rule. It provides a fixed starting point around which parties may contract if they deem it unsatisfactory.' Indeed, it may lower the cost of contracting by setting a baseline for bargaining. Thus, contract law should adopt this simple rule and allow contract parties to invent alternatives to meet their particular needs.
Fifth, the fixed-rate rule would allow parties to better insure against the cost of breach in the substantive terms of their contracts. Some parties might not bargain around the default rule but instead use it as a baseline to price their contracts ex ante. Most contracts contain some kind of premium for the expected loss from breach.' 4 5 Under the discretionary discount regime, lowed this approach in a breach-of-contract dispute, although it deferred to the risk-free rate instead of the corporate-bond rate. 158 Misc 2d 916, 602 NYS2d 310, 313 (NY Sup Ct 1993). The court found that the risk-free rate of United States Treasury bills should be used to discount payments from a broken loan agreement because this rate "represents a safe and ascertainable rate of return available for a plaintiff's financial recovery." Id. The court then used the New York Times financial pages to find the rate for fifteen-year United States Treasury bills and used that rate to discount the lost income from the broken loan agreement. Id.
12 Of course, experts probably will still have a say in the aggregate calculation of lost profits, where a fixed rule would make no sense. But experts, parties, and fact finders alike will not need to spend the additional time and energy on choosing the appropriate discount rate, and that in itself is a benefit.
For a discussion of how complicated this analysis can be, see notes 68 and 75. " See Craswell, 61 S Cal L Rev at 632-33 (cited in note 126) (noting the effects of remedial legal rules on contract negotiations).
145 Id at 640-42 (discussing how parties include damage considerations when negotiating price terms).
parties must make rough and arbitrary estimates of how to account for this indeterminable liability in the price of the contract. The discretionary regime may also increase transaction costs, as parties have more to haggle over when pricing the contract. A fixed-rate regime would provide parties with more information about their potential liability, leaving the parties to better set their breach premiums, as well as potentially facilitating the initial contract negotiations. Accordingly, a fixed rate would allow parties to better account for the expected value of loss ex ante.
Finally, a fixed discount rate might bring the parties closer together in settlement. Uncertainty often drives the litigation decision.'
Under the traditional economic theory of settlement,' 4 7 parties subjectively evaluate the expected benefits of going to trial and compare the benefits to their expected costs. Parties then base their settlement offers on these evaluations, and, under this model, parties will litigate if the plaintiff's minimum demand exceeds the defendant's maximum offer. A discretionary discount rate swells the uncertainty that feeds the litigation decision, allowing parties more room to diverge in their subjective evaluations, and thus increasing the potential for a bargaining failure." 4 A fixed rate, however, would mitigate these unintended consequences. Fixing the discount rate would chip away at the uncertainty faced by disputants, bringing both parties one step closer to full information and thus one step closer to settlement. Thus, a fixed discount rate would provide in settlement some of the same benefits it offers in litigation: it is administra14s See Geoffrey P. Miller, Some Agency Problems in Settlement, 16 J Legal Stud 189, 192 (1987) ("The existence of litigation is explained primarily by the uncertainty associated with a lawsuit. Litigation occurs because the parties differ in their estimates of either the probability that plaintiff will prevail in the lawsuit, or the amount of the recovery if plaintiff does prevail, or both.").
147 See generally Richard A. Posner, Economic Analysis of Law § 21.5 at 554-60 (Little, Brown 4th ed 1992); Richard A. Posner, An Economic Approach to Legal Procedure and Judicial Administration, 2 J Legal Stud 399, 417-20 (1973) .
" Indeed, Judge Posner himself recognizes the problems of a discretionary discount rate. See Posner, Economic Analysis of Law § 21.5 at 556 (cited in note 148) (explaining that parties may evaluate stakes differently if "the parties have different rates at which they discount a future to a present value, which will cause their [expected judgments] to diverge").
149 In a discretionary regime, parties waste time and energy bargaining over the appropriate discount rate, increasing the probability of a breakdown in the bargaining process. See Miller, 16 J Legal Stud at 193 (cited in note 146), noting that "[t]he existence of a positive settlement range is a necessary but not a sufficient condition for settlement. Even if the settlement range is positive ... the parties may fail to settle their dispute because of a breakdown in the bargaining process."
[63:1099 1132 ble, it is clear from the outset, and it saves the time and money of figuring out a proper discount rate. Thus, from contract formation to settlement or litigation, a fixed-rate rule offers substantial opportunities for lowering transaction and bargaining costs.
2. Costs of the fixed rate.
First, like any strict rule, a fixed-rate rule may be systematically over-or underinclusive. Parties who earn rates of return higher than the fixed rate are overcompensated; parties who earn lesser returns are undercompensated. This distortion in compensation might upset the fundamental goal of contract damages-to give the injured party the benefit of his bargain, no more and no less. Courts might therefore prefer to disregard a fixed-rate rule and to continue to tailor the discount rate to the particulars of the dispute, thereby achieving (in theory if not in fact) finely tuned compensation.
This argument, however, does not dispose of the fixed discount rate. For one thing, it is not intuitively obvious whether this rule, like the discretionary regime, over-or undercompensates. Contract plaintiffs are free to do whatever they wish with the funds that they receive as damages. They may invest in stocks, bonds, derivatives, business operations, or otherwise, and each investment carries its own potential return. Thus, in the ex ante position, it is not evident what investment rate the plaintiff will earn, no matter what methodology experts employ to divine a potential rate.' Further, exact compensation in every case is an illusory goal. The Supreme Court has recognized that discounting is "rough and ready" approximation'' and counseled against a search for "delusive exactness."' 52 Discounting is simply an imperfect process no matter how it is done. A marketpegged fixed rate may be just as accurate on average as the methodologies currently employed by financial experts.
Second, the marginal benefits of the discretionary discount methodologies in minimizing the risks of over-and undercompensation probably do not exceed the marginal costs of those ' See Bridgkort Racquet Club, Inc. v methodologies. Because all discounting is admittedly imperfect, the popular finance formulae that experts employ to "scientifically" reduce the risk of miscompensation 5 3 will likely never achieve that goal exactly.' The costs, however, are real and paid by the parties. Accordingly, one must ask whether the marginal benefits of a potentially more accurate, undisclosed compensation formula justify the quantifiable marginal costs that it creates. This regime must then be compared to the "rough and ready" fixed-rate rule that captures a slew of real benefits 55 while potentially expanding the variance of the miscompensation risk. This Comment takes a strong stand in favor of the tangible benefits and potential costs of a fixed rate over the potential benefits and tangible costs of a discretionary system. Finally, the fixed rate is a default rule for contracts, and parties can contract around it if they deem it under-or overcompensatory. Indeed, contractual provisions probably are the best approach because they allow the parties to tailor the legal rule to the specifics of their relationship while avoiding the courtroom. A home-grown remedy provides the certainty of a fixed-rate rule, avoids unnecessary litigation, and spells out party expectations in advance. So even if this default rule does not exactly replicate what parties would choose, a noncompensatory, fixed discount rate may ultimately be the proper rule of compulsion that alerts parties to the perils of failing to address discounting on their own.
Another criticism of the fixed rate might be that it encourages inefficient breaches. The theory of efficient breach states that the expectation measure of damages forces breaching parties to internalize the plaintiff's full cost of breach. 55 Thus, parties breach only when the total cost of breach is less than the total benefit, thereby maximizing social welfare as goods flow to the highest-valued user. Remedies that are noncompensatory distort breaching decisions, drive a wedge between the social and private optimum, and cause parties to breach too little or too much.' 5 7
'" Even experts agree that "imperfect foresight regarding the future structure of interest rates means that the exact earning ability of the corpus of an award cannot be determined with certainty." Ledford and Zocco, 36 Fed'n Ins & Corp Couns Q at 28 (cited in note 5).
"' Indeed, no one has engaged in an empirical study of the correlation between discount rates and actual rates of returns enjoyed by injured parties after awards are made. 
